B
etween December 2002 and December 2003, the dollar fell by almost 9 percent against a broad index of currencies. Despite this decline, prices for foreign goods sold in the United States showed little change. How is this possible?
If we ignore transport costs, the dollar price of U.S. imports (P $ ) equals the foreign currency price of these goods (P FC ) converted into dollars (e = $/foreign currency):
A depreciation of the dollar (increase in e) must result in a rise in U.S. import prices, of the same magnitude, unless there is a decline in the prices foreign producers receive (P FC ). The 9 percent fall in the dollar was accompanied by only a 1 percent rise in U.S. nonpetroleum import prices, indicating that foreign producers absorbed much of the decline in the value of the dollar. Studies have shown that such behavior is common.
Why are changes in the exchange rate not fully passedthrough into import prices? One possibility is that changes in import prices lag movements in the exchange rate. The prices for goods received today were contracted at some point in the past. If, as is typical, the prices in these contracts are invoiced in dollars, then a change in the exchange rate may have no immediate effect on import prices. Over time, however, firms may adjust their contract prices to reflect the change in the foreign currency value of the dollar. Even after accounting for such lags, U.S. import prices generally do not fully incorporate exchange rate movements.
Another possibility is that firms "price to market," adjusting their markup according to local market conditions. As a result pass-through may depend on the amount of competition a firm faces in the local market, its market share, and the extent to which its product is differentiated from similar products. These factors are likely to vary not only across countries but across industries. Indeed, studies have shown that the extent to which exchange rate movements affect import prices does vary by industry.
It is also possible that firms vary their behavior depending on whether the dollar is depreciating or appreciating. For example, a foreign firm that is attempting to increase its share of the U.S. market may pass-through much of the change in the exchange rate when the dollar is appreciating, lowering the dollar price to gain market share. When the dollar is falling, the same firm will resist passingthrough the exchange rate change in an effort to maintain the dollar price of its product and keep its market share. Under this strategy, U.S. import prices should fall more during an appreciation of the dollar than they rise during a depreciation.
The opposite behavior may occur if a firm is unable to increase its sales by lowering the dollar price. For example, a firm may face import restrictions or production bottlenecks that make it difficult to increase its sales to the United States. As a result, the firm may keep the dollar price of its products constant despite a rising dollar. In this case, U.S. import prices should rise more during a depreciation of the dollar than they fall during an appreciation.
The size of the change in the exchange rate also has an effect on pricing behavior. If it is costly to change their invoice prices, firms will only raise or lower prices in response to fairly large movements in the exchange rate. Pollard and Coughlin (2003) , 1 for example, found that U.S. import prices in many industries do not respond to small changes in the exchange rate. If, however, the dollar rises or falls by 3 percent or more in a quarter, then import prices will be adjusted to partially reflect the new value of the dollar.
These considerations suggest that the link between the exchange rate and the price of imported goods is complex, with fluctuations affecting U.S. import prices to varying degrees, depending on the industry. Moreover, the price response depends on both the size and the direction of the change in the exchange rate. More research is needed to identify exactly how and why the prices of imported goods react to changes in the value of the dollar. Index 1995 = 100 Index 1995 = 100 is the Japanese CPI in the third quarter of 2003. For the U.S. chart on page 41, foreign CPI is calculated as the weighted average of the CPIs of countries whose currencies are used in the major currency trade-weighted exchange rate index. Starting in 1999, the euro-area harmonized consumer price index is used for the euro area. Prior to 1999, the price levels for the individual euro area countries (excluding Greece and Luxembourg) are used. The cumulative inflation differential is shown because the theory of purchasing power parity states that exchange rate changes should be systematically positively related to this variable.
Real Effective Exchange Rate

Industrial Production measures the change in the volume of output in the mining, manufacturing, oil, electricity, gas, and water industries.
The Short-Term Interest Rate table on page 4 uses the relevant 3-month interest rate shown in the country pages.
The Long-Term Interest Rate table on page 4 uses the government bond rate. The government bond rate is a composite of yields on federal government bonds with maturities of more than 10 years for the United States; long-term public and semi-public sector bonds for France; 7-to 15-year public sector bonds for Germany; 15-to 20-year government bonds through 1990 and 10-year government bonds starting in 1991 for Italy; and 10-year government bonds for Canada, the euro area, Japan, and the United Kingdom.
The Reserve Money table on page 4 refers to the adjusted monetary base for Japan and the United States; reserve money for Canada; and M0 for the United Kingdom. Reserve Money is currency in circulation, deposits of the deposit money banks, and demand deposits of other residents (with the exception of the central government) with the monetary authority.
Adjusted Monetary Base
Japan: currency in circulation and current deposits at the Bank of Japan. United States: the sum of currency in circulation outside Federal Reserve banks and the U.S. Treasury, deposits of depository financial institutions at Federal Reserve banks, and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories.
M0
United Kingdom: notes and coins in circulation outside the Bank of England and bankers' operational deposits at the Bank of England.
M1
Canada: currency in circulation and chartered bank net demand deposits. Japan: cash, currency in circulation, and deposit money. Euro area: currency in circulation and overnight deposits. 
Notes
Euro-Area Data: On January 1, 2001, the euro area was enlarged to include Greece as its 12th member country. Historical euro area series for capacity utilization, the consumer price index, current account balance, earnings, employment, government debt and budget balance, gross domestic product (GDP), industrial production, merchandise trade, the producer price index, and unemployment include Greece. The series for interest rates, monetary aggregates, the real effective exchange rate, retail sales, and the stock exchange index incorporate Greece starting in January 2001.
Euro-area interest rates prior to December 1998 are calculated on the basis of national government yields weighted by GDP. Starting in 1999, short-term rates are euro interbank offered rates. Long-term rates are calculated on the basis of national government bond yields weighted by the nominal outstanding amounts of government bonds in each maturity band.
The euro/dollar exchange rate used in the chart on page 12 is a synthetic rate prior to January 1999. This is constructed by calculating a weighted average of the exchange rates of the euro-area countries, excluding Greece and Luxembourg, against the dollar. The weights are based on 1997 GDP shares.
German Data: As a result of reunification, data for all of Germany are now incorporated in the statistical series. The starting periods for unified German data are listed below. Care should be exercised when interpreting the data around these break periods.
Third quarter 1990: current account balance, international trade, and unemployment. First quarter 1991: consumer price index, GDP, industrial production, output per worker. Third quarter 1992: capacity utilization. First quarter 1993: stock exchange index. Third quarter 1993: employment. First quarter 1995: hourly earnings.
Capacity Utilization covers the manufacturing sector for Canada, France, Japan, the United Kingdom, the United States, and the euro area; manufacturing excluding food, beverage, and tobacco for Germany; and mining and manufacturing for Italy.
Consumer Price Index is for all items. The current index is based on goods and services consumed by all individuals for Canada; all multi-person households excluding those mainly engaged in agriculture, forestry, and fisheries for Japan; all households except pensioners dependent on state pension and high income households for the United Kingdom; and all urban households for the United States. Data for the euro area, France, Germany, and Italy are based on the harmonized index of consumer prices. Current Account Balance is the sum of merchandise and service exports and income receipts on domestic assets abroad minus the sum of merchandise and service imports and income payments from foreign assets in the domestic economy plus net unilateral transfers.
Earnings are based on hourly earnings in manufacturing for Canada, Germany, the United States, and the euro area; hourly earnings in manufacturing excluding construction for France, hourly earnings in industry for Italy; monthly earnings in manufacturing for Japan; and weekly earnings in manufacturing for the United Kingdom.
The Exchange Rate for all countries except the United States is expressed as units of local currency per U.S. dollar. For the United States the trade-weighted exchange rate, TWEX, is used. This is a weighted average of the exchange value of the U.S. dollar relative to the major international currencies-the euro, Canadian dollar, Japanese yen, British pound, Swiss franc, Australian dollar, and Swedish kronor. Prior to 1999, the currencies of the euro-area countries (with the exception of Greece) are used instead of the euro.
Real Effective Exchange Rate uses normalized unit labor costs in manufacturing. The weighting scheme used to construct the rates, for all except the euro area, is based on disaggregated data for trade among 21 industrial countries in manufactured goods for 1995. For the euro area the weights relate to the trade of the euro area with the other countries. The weights reflect the relative importance of a country's trading partners in its direct bilateral trade relations 
